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Synopsis:

This matter came on for hearing pursuant to the taxpayer's tinely protest
of a Notice of Deficiency ("NOD') issued to TAXPAYER by the Departnment of
Revenue dated Decenber 9, 1994, for Illinois Income Tax ("IITA") for the years
ended Decenber 31, 1991 and Decenber 31, 1992. A hearing was held on February
6, 1996, follow ng which, both parties filed briefs. The issue is whether the
t axpayer acted reasonably and in good faith in the way it calculated the
addition nodification set forth in 8 203(b) of the IITA (35 ILCS 5/203(b)) for
tax exenpt interest so that the penalty assessed against the taxpayer under 8§
1005 of the I TA (35 ILCS 85/1005) should be abated. Fol | ow ng the subm ssion
of all evidence and a review of the record, it is recommended that the penalty

be abated and this matter be resolved in favor of the taxpayer.

Findings of Fact:

1. The parties entered a stipulation of fact with eleven exhibits

attached. (Tr. p. 7).



2. The Department's prima facie case against TAXPAYER, including all
jurisdictional elements, was established by the adm ssion into evidence of the

Noti ce of Deficiency (Stip. Ex. 6).

3. Taxpayer is an |Illinois corporation with its principal place of
busi ness in Bloomngton, Illinois. (Stip. T 1).
4. Taxpayer is principally engaged in business as a property and

casual ty insurance conpany. (Stip. 1 2).

5. The tax years in issue are cal endar years 1991 and 1992. (Stip. 1 3).

6. The federal tax treatnent of ©property and casualty insurance
conpani es was anended in 1986 for 1987 and subsequent years by the Tax Reform
Act of 1986 ("TRA"). (Tr. p. 17).

7. The 1986 Act anended Internal Revenue Code ("IRC') 8§ 832(b) to
require that insurance conpanies reduce their deduction for |osses incurred by
15% of the tax exenpt interest received or accrued during the taxable year. (Tr.
p. 31).

8. Taxpayer filed its consolidated federal incone tax return (Form 1120-
PC) for 1991 on or about August 24, 1992. (Stip. 1 4).

9. Taxpayer filed its 1L-1120 Illinois income tax return (conbined) for
1991 on or about August 24, 1992. (Stip. ¥ 5).

10. Taxpayer filed its consolidated federal inconme tax return (Form 1120-
PC) for 1992 on or about Septenber 14, 1993. (Stip. 1 6).

11. Taxpayer filed its 1L-1120 Illinois incone tax return (conbined) for
1992 on or about Septenber 14, 1993. (Stip. 1 7).

12. In conputing its federal taxable income for 1991 and 1992, taxpayer
was required to reduce losses incurred by 15% of the net anpunt of its tax
exenpt interest. (Stip. 1 8; Tr. p. 31).

13. Prior to preparing and filing its Illinois Incone Tax returns for
1991 and 1992, taxpayer consulted with its outside tax advisors regarding the

proper reporting of the exenpt interest addition nodification. (Tr. pp. 39, 40).



14. On its Illinois income tax returns for 1991 and 1992, after
consulting with outside advisors, taxpayer reported as an addition nodification
the net ampunt of its tax exenpt interest (i.e., the total anmount of tax exenpt
i nterest excluded from federal gross inconme |ess 15% of the anpbunt of tax exenpt
interest taxpayer was required to subtract from its |losses incurred deduction
for federal incone tax purposes.) (Stip. 1 9; Tr. p. 39, 40).

15. On audit, the Departnent increased the tax exenpt interest addition
nmodi fication by 15% of the ampunt of tax exenpt interest taxpayer subtracted
from its losses incurred deduction for federal inconme tax purposes. (Stip. 1
10) .

16. The Departnent issued a NOD dated Decenmber 9, 1994, assessing a
statutory deficiency in the anmount of $336,882, which included a penalty
assessed under § 1005 of the Act. (35 ILCS 5/1005) (Stip. T 13).

17. Taxpayer paid the tax deficiency and interest but not the § 1005
penalties which it protested and are at issue in this proceeding. (Stip. 91 13,
14) .

18. The Departnment also issued a NOD for the cal endar years 1988 and 1989
dated August 11, 1992. (Stip. 1 13).

19. The deficiency for 1988 and 1989 was also based on the addition
nmodi fication adjustment for 15% of tax exenpt interest which taxpayer had
subtracted from its losses incurred for federal inconme tax purposes for each
year. (Stip. § 15).

20. Taxpayer paid the asserted deficiency for 1989 and 1990 and filed a
suit in Sanganon County under the Protest Mney Act. (Stip. 1 16).

21. In the Sanganon case the issues were whether 8§ 203(b)(2)(A) of the
Il TA required taxpayer to increase its addition nodification for 1988 and 1989
by an ampunt equal to 15% of its tax exenpt interest income earned each year and
whet her Section 1005 penalties should be assessed. (Stip. T 17).

22. In the Sanganon case and in its Illinois tax returns for 1990 and

1991, taxpayer took the position that it was entitled to reduce its addition



nmodi fication by the 15% of tax free interest because, in substance, the 15% tax
exenpt interest anpunt was included in federal taxable incone through the offset
against incurred |osses on its federal inconme tax return. (Stip T 18; Tr. p.
40) .

23. The Departnment took the position that the addition nodification for
exenpt interest should be the gross amunt of tax exenpt interest incone
excluded from gross incone on taxpayer's federal inconme tax return, 1i.e.,
i ncluding the 15% portion that reduced the taxpayer's incurred | osses deduction
for federal incone tax purposes. (Stip. § 19).

24. The Sanganon case was settled in April 1994 (after the dates the
taxpayer's Illinois income tax returns for 1991 and 1992 were filed) as the
result of an agreenent in which the taxpayer agreed to the addition nodification
adj ustnment and the Departnment conceded the Section 1005 penalty issue. (Stip. 1
20, 21; Stip. Ex. 11).

25. At the time the 1991 and 1992 returns were filed, the question was
unresol ved between the taxpayer and the Departnent as to whether the federally
tax exenpt interest should be an addition nodification in total or net of the
15% incurred |l oss offset. (Tr. p. 21).

26. As part of the settlenent agreenent for the years 1987 through 1990,
t he Section 1005 penalty assessnents were abated. (Tr. p. 22).

27. Since the Sanganon case was settled, taxpayer has filed its Illinois
income tax returns reporting its tax exenpt interest addition nodification in a
manner that is consistent with the resolution of the issue for the 1989 and
1990 years and has consented to the addition nodification adjustnent regarding
the years at issue in this matter. (Stip. § 23).

Conclusions of Law:

The record in this case shows that this taxpayer has denonstrated by the
presentation of the stipulation, testinony, exhibits and argunent, evidence
sufficient to overcone the Departnent's prima facie case of penalty liability

under the assessnent in question. Accordingly, under the reasoning given bel ow,



the assessnent of penalties under 11 TA 8§ 1005 should be abated: This conclusion

is based on the foll ow ng anal ysis:

Analysis:

Il TA 8 1005 inposes a penalty for underpaynment of tax required to be shown
on a taxpayer's Illinois Income Tax return. The penalty is assessed as provided
by the Uniform Penalty and Interest Act ("UPIA"). (35 ILCS 5/1005). UPIA § 3-8
provides that no penalty is to be assessed if the underpaynment is due to
reasonabl e cause. (35 ILCS 735/ 3-8). The statute does not define "reasonable
cause" and there are no reported cases dealing with the issue.

The taxpayer cites DuMbnt Ventil ation Conpany v. Departnent of Revenue, 99

I11.App.3d 263 (3rd Dist. 1981) in which the Court addressed the application of
8§ 10-1002(c)(2) of the IITA since repealed, in a case where the statutory
wi t hholding tax filing requirements had been changed as they applied to the
taxpayer from nonthly filing to quarter-nonthly filing. Section 10-1002(c)(2)
i nposed a late paynment penalty unless the failure to tinely pay was due to
reasonabl e cause and not due to wllful neglect. The taxpayer in DuMont was
unaware of the change, its outside accountants were unaware of the change, the
Departnent had not notified the taxpayer of the change, and the taxpayer had a
history of tinely conpliance with the law up to the tinme the |aw changed. The
Court exam ned all of the facts and circunstances in that case, concluded there
was reasonable cause for taxpayer's failure to pay tinmely and ordered the
penalty assessnent to be vacated. The Departnent objects to reliance on the

decision in Dunont Ventilating Company, supra, because the case pre-dated the

enactnment of |1 TA §8 1005 and because it dealt with a section of the statute that
has since been repealed. Although, that case did deal with a repeal ed section,
it does provide sonme guidance as to what constitutes reasonable cause. The
factors cited in that case for a finding of reasonable cause are sonmewhat
simlar to those in this case. Furthernore, they are consistent with the

factors set forth in the Departnent's regul ation.



The Departnent's regulation interpreting the term "reasonable cause" as
used in the statute states that reasonable cause is to be determi ned on a case
by case basis taking into account all of the facts and circunstances. (86 Adnm n.
Code ch. 1, § 700.400 (b)). The nost inportant factor is the extent to which
the taxpayer nade a good faith effort to determne the correct tax liability.
Id. A taxpayer is considered to have made a good faith effort if he uses
ordi nary business care and prudence in this regard. (86 Admin. Code ch. 1, 8
700.400 (c)). Factors which are considered in determ ning whether the taxpayer
exerci sed ordi nary business care and prudence are the clarity of the law and its
interpretation, and the taxpayer's experience, know edge and education. Id
The regulation at subparagraph (e) presents a non-exclusive list of exanples,
none of which are helpful in this case. Thus, a determ nation of whether the
taxpayer acted reasonably and in good faith in calculating the addition
nmodi fication for its tax exenpt interest incone for 1991 and 1992 in this case
requires an analysis of the clarity of the statute and the statutory
interpretation of both parties.

Prior to enactnment of the TRA in 1986, the taxpayer and other insurance
conpanies in the same line of business were allowed to deduct, for federal
i ncome tax purposes, the full amount of "losses incurred" as that term is
defined in the statute. The TRA anendnment to the IRC inserted a provision that
requi red, beginning with 1987, that these conpani es reduce their |osses incurred
deducti on each year by "an anobunt equal to 15% of . . . tax exenpt interest
received or accrued during such taxable vyear." (IRC & 832(b)(5)(B). Thi s
change in the IRC caused confusion in the interpretation of the addition
nmodi fi cation provision for tax exenpt interest under the IITA for 1987 and | ater
years.

The I1 TA provides that the starting point for a corporation to calculate
I1linois incone tax is federal taxable inconme. (35 ILCS 5/203 (b)). This anount
is then nmodified by specified additions and subtractions. The nodification that

is involved in this case requires the addition of "[a]n anpbunt equal to all



anobunts paid or accrued to the taxpayer as interest . . . during the taxable
year to the extent excluded from gross incone in the conputation of taxable
incone." (35 ILCS 5/203(b)(2)(A)). The IITA contained this |anguage both before
and after the TRA

The 1986 anendnent to the IRC had the arithnetical effect of increasing the
taxpayer's federal taxable incone by 15% of its tax exenpt interest. The
taxpayer interpreted the statute broadly, taking the position that the 15%
anobunt of tax exenpt interest that was subtracted fromits |oss deduction did
not have to be added back since it was already included in federal taxable
income as a result of being a reduction of the |losses incurred deduction that
ot herwi se woul d have been allowable. The taxpayer concluded that to include it
in the addition nodification would have the effect of double taxation of the 15%
tax exenpt interest anount. Under the taxpayer's interpretation, which it
applied to the calculation of its nodification for 1991 and 1992, the arithnetic
effect of the anendnent to IRC 8 832(b) was elimnated from the cal cul ati on of
its Illinois taxable incone.

The Departnment, on the other hand interpreted the nodification |anguage
narrow y, taking the position that since the 15% anobunt was not included in the
taxpayer's gross incone for federal income tax purposes but, rather, found its
way into the taxpayer's taxable inconme by being subtracted from the |oss
deduction, it was required to be added back. Both interpretations are rational.
However, the Departnent's approach results in a higher tax cal culation than does
that of the taxpayer.

The Departnent argues in its brief that taxpayer's position regarding the
nodi fi cati on was unreasonable. The Department first argues that the settl enent
and the concession to the Departnment's adjustnent was based on the nerits of the
Departnent's position. (Dept. Br. p. 2). There is nothing in the record to
indicate that the taxpayer conceded the nodification adjustnent based on the

merits. The testinony of the taxpayer's controller, XXXXX, (Tr. pp. 41, 42) and



the context of the settlenent letter addressing the issue for the prior years
(Stip. Ex. 11) suggest that the settlenent was reached for other reasons.

Next, the Departnent argues that the |aw was clear because the "87 Notice
of Deficiency setting forth the Departnent's correct position had been issued
for a year." (Dept. Br. p. 10). The Departnent cites no authority to support
its argunment that a position taken on a prior audit, whether agreed to by the
t axpayer or not, serves to clarify the law or to serve as |egal precedent. Even
the settlenment agreenent entered into by the Departnent and the taxpayer for the
1989 and 1990 years did not clarify the law or serve as |egal precedent. 8
203(b) of the Illinois Income Tax was not changed after the IRC was anmended in
1986 to address the issue presented in this case. The fact that the taxpayer
filed its tax returns for 1991 and 1992 knowi ng that the Departnent's position
on the addition nodification requirement was contrary to its own, does not prove
that it was acting unreasonably or in bad faith. The record indicates that
the same issue was raised with numerous other insurance conpanies (Stip. Ex. 11)
whi ch shows that the federal change had nmade the interpretation of § 203(b)
uncl ear, and the Departnment did not have a regul ation on point.

A taxpayer's position in a case like this is clear. "As one may so arrange
his affairs that his taxes shall be as low as possible, he is not bound to
choose that pattern which will best pay the treasury; there is not even a

patriotic duty to increase one's taxes." Hel vering v. Gregory, 69 F.2d 809

(CCA 2, 1934) "Nobody owes any public duty to pay nore than the |aw denmands.
Taxes are enforced exactions, not voluntary contributions. To denmand nobre in

the name of norals is nere cant.” Dissent of J. Learned Hand, Comm v. Newmn,

159 F.2d 848, 851 (CA 2, 1947); Estate of Reiner 12 TC 913 (1949).

In this case, the Tax Reform Act of 1986 changed the arithnetical
cal cul ation of taxpayer's federal taxable income with its consequential flow
through to the taxpayer's Illinois taxable incone. Taxpayer consulted wth

outside advisors on the issue of the proper way to calculate its addition



nodi fication for tax exenpt interest. There was then and still is no published
authority in support of the Departnent's position or that of the taxpayer. The
fact that the taxpayer knew that the Departnent interpreted the statute
differently than it or the other insurance conpanies, did not require the
taxpayer to adopt the Departnent's position, especially since the taxpayer
litigated the issue at the first opportunity and that determ nation was not yet
made when the taxpayer filed for the years at issue. Thus, either position can
be considered reasonable at the pertinent time. Accordingly, the taxpayer was
entitled to prepare its tax returns using the interpretation nost favorable to
it. Considering all of the facts and circunstances, the taxpayer's
interpretation of Section 203(b) of the Act was reasonable and nmade in good
faith and constituted reasonabl e cause for the underpaynent.

WHEREFORE, for the reasons stated above, it is my recommendation that the

Departnment's assessnent of Section 1005 penalties should be abated.

Dat e Charles E. McCellan
Adm ni strative Law Judge



